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CORPORATION PROFITS AND TAXES 
IN PROSPERITY 





ITH REPUBLICANS making national prosperity a 

major campaign appeal, Democrats between now and 
Nov. 6 are bound to hammer on the theme, stressed for 
three years, that the Eisenhower administration is domi- 
nated by big business and caters primarily to its interests. 
Adlai E. Stevenson, Democratic presidential nominee, al- 
ready has indicated how he will respond to Republican 
boasts of good times. Returning Aug. 31 from a country- 
wide tour to confer with party leaders, he said that every- 
where he went he found people concerned about “America’s 
lopsided prosperity.” Stevenson added that the voters 
were “indignant about the highest cost of living in history” 
and “troubled about regional unemployment [and] the 
plight of the small businessman.” 


With retail prices at record levels and apparently em- 
barked on a climb to new heights, the public is likely to 
pay closer attention than usual to what candidates have 
to say about business profits and taxes. Ordinary citizens 
may ask why the corporations which are making so much 
money cannot reduce prices of their products instead of 
constantly raising them. They may want to know whether 
the big corporations, despite high profits, are in line for 
tax reduction next year. Or will the 85th Congress reserve 
for small business and individuals any tax relief it is in 
position to grant? In the meantime, what is the actual 
profit-price-tax situation? 


NEAR-RECORD PROFITS IN 1955 AND 1956 


Combined profits after taxes of American corporations 
amounted to between $16 billion and $17 billion in each of 
the three years 1952-1954 and then jumped in 1955 to 
$21.1 billion. In the first and second quarters of 1956 
corporate profits after taxes were accumulated at annual 
rates of $21.6 billion and $21.5 billion, respectively, for an 
increase of about 7.5 per cent over the first half of 1955. 
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Profits for the current year thus bid fair to exceed last 
year’s total and approach, if not surpass, the all-time high 
of $22.1 billion attained in 1950.! 


Corporation profits would have been larger than they 
actually were in the first half of 1956 but for a sizable 
drop in the net income of automobile and auto parts com- 
panies; many concerns in other manufacturing industries 
set new records for the six-month period. According to 
the Department of Commerce, moreover, cash dividends in 
the first six months of this year attained an annual rate 
of $12.2 billion, an all-time peak. Dividends paid on com- 
mon stocks listed on the New York Stock Exchange 
amounted to nearly $4 billion, 20 per cent more than was 
paid in the comparable period last year. In July-August 
dividends were increased by 115 corporations, while only 
26 reduced or omitted payments. 


NEW RISE IN INDEX OF CONSUMER PRICES 


The consumer price index of the Bureau of Labor Sta- 
tistics recorded its fifth straight monthly rise in mid-July, 
when it reached an all-time high of 117, which was 2 per 
cent above where it stood a year earlier. Increases in steel 
prices, announced early in August after settlement of the 
steel strike, brought notice of price boosts for a wide variety 
of products and stirred fears of a sharp continuing upward 
movement of the B.L.S. index.2 Commissioner of Labor 
Statistics Ewan Clague insisted on Aug. 24, however, that 
the rise in steel prices would not have substantial effect 
on the index. He noted that despite increases in wholesale 
prices of steel products from 1953 through mid-1955, prices 
actually paid by consumers (not list prices) for various 
items with a high steel content, such as home appliances 
and automobiles, had fallen. Shaving of middlemen’s mar- 
gins, Commissioner Clague said, accounted for such price 
declines. 


Walter P. Reuther, president of the United Auto Work- 
ers, asserted on the same day that “The latest spurt in the 





1 Preliminary estimates for first and second quarters by Council of Economic 
Advisers. A survey of 682 companies by the First National City Bank of New York, 
reported in its August newsletter, showed a 9 per cent profit increase for the first six 
months of 1956 compared with the corresponding period of 1955. On the other hand, 
a Wall Street Journal survey of April-May-June earnings of 550 corporations, re- 
ported Aug. 6, showed a profit decline of 0.8 per cent, and a Standard & Poor 
sampling of 681 industrial companies a drop of 7.8 per cent. 

2 Price increases have been announced or are anticipated on such industrial items 
as trucks, heavy equipment, machine tools, machinery components, construction ma- 
terials, chemicals, rubber goods, paper containers, and on such consumer items as 
automobiles, farm equipment, electrical appliances, television sets, mattresses, shoe 
soles and heels, apparel, coffee, beer. 
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cost of living . . . explodes Republican claims that the 
Eisenhower administration has controlled inflation’; he 
called for a congressional investigation to “expose exor- 
bitant profits as the cause of inflation.” Administration 
spokesmen have pointed out that during the three and one- 
half years before President Eisenhower took office the con- 
sumer price index rose by around 11 per cent, and that in 
contrast during the past three and one-half years it has 
gone up only about 3 per cent. 


The steel companies have explained that their price in- 
creases were necessitated by wage increases and by costs 
incurred to expand production facilities. U.S. Steel said 
in its latest annual report that labor costs per employee- 
hour had gone up 8 per cent a year compounded between 
1940 and 1955; because output per employee-hour could not 
be increased at such a rate, the company had been forced 
to raise prices from time to time. 


Earnings tabulations compiled by the First National City 
Bank of New York show that manufacturing companies in 
general have averaged a return of 10.3 per cent on book 
net assets since 1925, while steel companies have realized 
an average return of only 6.7 per cent. The bank com- 
mented in its August monthly newsletter: “If steel earn- 
ings had held up better, comparatively, the industry would 
have had more incentive and resources to increase capacity. 
The companies today need their profits, and more too, to 
make capital investments to keep up with demands.” 


A different view had been expressed earlier by Rep. 
Wright Patman (D-Tex.), vice chairman of the congres- 
sional Joint Committee on the Economic Report. He as- 
serted in the House on Feb. 7 that changes in the tax laws 
made in 1953 and 1954 by a Republican-controlled Congress 
had “overwhelmingly favored the big corporations and the 
high-income families” and had been initiated “on the theory 
that they would encourage investment in new productive 
capacity.” Instead, Patman said, they had “provided the 
big corporations with an incentive to raise prices and take 
more profits, and these profits .. . [had] not found their 
way into new productive capacity.” 


ELECTION-YEAR TAX STUDIES BY CONGRESS GROUPS 


The 1956 Democratic platform charges that under the 
Republicans “tax concessions and handouts have been gen- 
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erously sprinkled among potential campaign contributors 
to Republican coffers,” and it declares that the immediate 
need is “to correct the inequities in the tax structure which 
reflect the Republican determination to favor the few at 
the expense of the many.” Ammunition for elaborating 
those and similar accusations may be furnished during the 
campaign by congressional studies on tax reform now 
in progress under Democratic auspices. A House Ways 
and Means subcommittee headed by Rep. Wilbur D. Mills 
(D-Ark.) is planning a broad inquiry into the operation 
and effects of the federal revenue laws. The staff of the 
Joint Committee on Internal Revenue Taxation also has 
been ordered to make various studies “looking toward more 
constructive tax and revenue legislation.” 


Hopes for eventual tax reduction were encouraged when 
the government closed its books for the fiscal year last 
June 30 with a surplus of more than $1.7 billion, and again 
late in August when a surplus of at least $707 million was 
estimated for fiscal 1957. Secretary of the Treasury 
Humphrey told the Republican National Convention on 
Aug. 21 that taxes would be cut “just as soon as we can 
see where the money is coming from to pay for the... 
reduction.” * Two days later, however, Chairman Harry 
F. Byrd (D-Va.) of the Senate Finance Committee injected 
a sobering note by asserting that fast-rising federal expend- 
itures indicated “neither ... debt ...nor... tax reduc- 
tion in the foreseeable future.” 


The impact of the income tax on small business is among 
more than a dozen subjects to be examined by the staff 
of the Joint Committee on Internal Revenue Taxation. The 
Democratic platform asserts that “The Republican ad- 
ministration has allowed giant corporate entities to domi- 
nate our economy,” and it pledges the Democrats to extend 
tax relief to small and independent businesses by making 
“fair and equitable adjustments in federal taxation” and 
by applying “‘the principle of graduated taxation realistic- 
ally to such corporate income.” Several bills calling for 
graduation of existing federal taxes on corporation income 
were introduced in the 84th Congress, and it has been 
reported that the Mills subcommittee will consider a plan 
to reduce the present levies on small corporations and raise 
them on large corporations. 


*It has been understood that Humphrey will not recommend reduction of taxes until 
a surplus of $2.5 billion to $3 billion is in sight. 
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Other tax matters in which the Democrats have evinced 
special interest include the present law’s provisions for 
depreciation allowances on industrial plant and equipment 
and concessions granted two years ago on taxation of divi- 
dend income. Since 1954, individual taxpayers have been 
allowed to exclude from taxable income the first $50 of 
dividend income and to take a credit of 4 per cent on 
dividend income in excess of $50. The Democrats came 
within six votes of defeating the dividend concessions in 
the House in March 1954. 


In the Senate in July 1954, administration forces turned 
back a drive by Sen. Wayne Morse of Oregon, then an 
Independent but now a Democrat, to strike out provisions 
for accelerated depreciation allowances. They successfully 
opposed also an attempt by Senate Democrats in March 
1955 to amend the 1954 law to withdraw those allowances 
and various other tax benefits for corporations, plus the 
dividend concessions for corporation stockholders.‘ 


EXTENSION OF PRESENT HIGH CORPORATION TAX RATE 


Before next Mar. 31, Congress will have to decide whether 
the increase in corporation income taxes imposed during 
the Korean war shall be allowed to lapse on that date, as 
now provided by law, or be continued in force for another 
year. The normal tax on corporation income was raised 
in 1951 from 25 per cent to 30 per cent, which, with the 
surtax of 22 per cent, lifted the total paid by most cor- 
porations to 52 per cent. 


The tax increase was scheduled to expire at the end of 
March 1954, but it has been extended on an annual basis. 
When President Eisenhower submitted the budget to Con- 
gress last January, he said that to achieve the surpluses 
forecast for the fiscal years 1956 and 1957 it would be 
necessary once more to postpone the scheduled reduction. 
Congress was informed in March that reversion to the old 
rate would cost the government more than $2 billion in 
revenue and make it impossible to balance the budget. 


As long as large corporations can maintain or increase 
prices and profits, they may show no great concern over 
rates of taxes imposed on their income. However, with a 

* Continuation since the end of the Korean war of special provisions for accelerated 
depreciation of defense facilities has come in for both Republican and Democratic 


criticism ; it is one of the items to come under the scrutiny of the staff of the Joint 
Committee on Internal Revenue Taxation. 
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federal budget surplus in view for the second successive 
year, and especially if the indicated surplus is increased 
by later estimates, pressure to let the temporary rate 
increase lapse next spring can be expected from small cor- 
porations and larger enterprises with below average 
earnings. 


The Committee for Economic Development, a private 
research organization, suggested last June that some reduc- 
tion in corporation taxes ought to be granted if the esti- 
mated surplus for fiscal 1957 is to exceed $2 billion. The 
National Association of Manufacturers proposed in August 
that the oft-deferred drop of five percentage points in the 
corporation rate be allowed to go into effect next year, and 
that for four successive years thereafter annual cuts of 
three percentage points be made in order to bring the 
combined normal and surtax rate down to 35 per cent 
within five years. 


Profit Picture of American Corporations 


CORPORATION PROFITS before taxes have nearly doubled 
in the decade since World War II; profits after taxes have 
increased by almost two-thirds; and dividend payments 
have more than doubled. Profits have fluctuated while mov- 
ing generally upward, but dividends have increased in every 
year except 1951 and 1952, when they simply marked time. 
Last year’s profits before taxes hit an all-time high, but 
after-tax profits were lower than in 1950, when federal 
and state income taxes took a smaller part of corporate 
earnings. 


Economists point out that aggregate dollar totals give 
no more than a rough overall indication of profit experi- 
ence and may be a less significant guide to the trend of 
earnings than the ratio of profits to national income, sales, 
or net assets. Computations from Department of Com- 
merce figures show that during the postwar decade profits 
after taxes represented 7.5 per cent of the national income 
in 1946; rose to a peak of 9.2 per cent in 1947, 1948, and 
1950; dropped to a postwar low of 5.5 per cent in 1953 
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PROFITS AND TAXES OF U.S. CORPORATIONS 
(in billions of dollars) 


Profits Tax Profits Distribution of profits 
Year before tax liability aftertax Dividends Retained 


1939 $6.4 $1.4 $5.0 $3.8 $1.2 
1946 22.6 9.1 13.4 5.8 7.6 
1947 29.5 11.3 18.2 6.5 11.7 
1948 32.8 12.5 20.3 7.2 13.0 
1949 26.2 10.4 15.8 7.4 8.3 
1950 40.0 17.8 22.1 9.2 12.9 


1951 41.2 22.5 18.7 9.0 9.6 
1952 35.9 19.8 16.1 9.0 7.1 
1953 37.0 20.3 16.7 9.3 7.4 
1954 33.2 16.8 16.4 10.0 6.4 
1955 42.7 21.5 21.1 11.2 9.9 


1956 (2d qu.) 43.5* 22.0* 21.5* 12.2 9.3* 


* Seasonally adjusted annual rates estimated by Council of Economic 
Advisers. 


Note: Details do not always add because of rounding. 

Source: Department of Commerce (except as noted). 

and 1954; and then climbed back to 6.5 per cent last year. 
In the second quarter of 1956, estimates by the Council 
of Economic Advisers indicate that profits after taxes 
represented 6.3 per cent of national income. 


As a percentage of sales, the combined profits after taxes 
of all corporations except those in the fields of finance, 
insurance, and real estate declined from 4.6 per cent in 
1946 to 3.4 per cent last year. In the intervening years 
the ratio to sales hit a postwar high of 5 per cent in 1947, 
fluctuated until 1950, when it stood at 4.8 per cent, and 
then fell for three successive years. The 2.9 per cent 
margin on sales recorded in 1953 and 1954 marked the post- 
war low. The profit ratio rose to 3.4 per cent in 1955; 
figures for the first part of 1956 are not yet available.® 


Government statistics on the net assets of all corpora- 
tions are not available for years since 1953, but the First 
National City Bank of New York has compiled profits- 
assets figures on 3,400 leading corporations for more recent 
times. Assets of the companies in that sampling—of which 
1,765 are manufacturing concerns—comprise slightly more 
than one-half of the net assets of all U.S. corporations. As 


® Profits after taxes of 200 large manufacturing corporations on which the Federal 
Reserve Board keeps tabs amounted to 7.2 per cent of sales in the first quarter of 
1956, down slightly from the 7.5 per cent recorded in the first quarter of last year. 
Profits of the 200 companies climbed from 5.6 per cent of sales in 1946 to 9.2 per cent 
in 1950, dropped to 5.7 per cent in 1953, and then began a steady rise. 
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a return on net assets, profits after taxes of the 3,400 cor- 
porations averaged 12 per cent annually during the 1946- 
1950 period but only 10.9 per cent from 1951 through 1955. 
Last year’s actual return was 11.9 per cent, a considerable 
step up from the 10.3 per cent of the previous year.® 


FACTORS UNDERLYING RISE IN CORPORATION PROFITS 


The fairly steady rise since World War II in corporation 
profits after taxes reflects the growth of the national econ- 
omy in general and the growth of corporate business in 
particular. But different factors have been responsible 
for profit trends in the various categories of industry at 
different times. 


Profits in manufacturing, which account for the largest 
single segment of corporation profits, were given a strong 
upward impetus in the first half of the postwar decade by 
release of vast demands stored up during the war, by avail- 
ability of substantial accumulated savings, and by develop- 
ment of new standards of consumption. The peak attained 
in 1950 reflected new increases in prices and production 
which followed the midyear outbreak of hostilities in 
Korea. Profits fell off during the next few years, but 
record-breaking production and sales races, particularly in 
the automobile industry, pushed 1955 profits close to the 
earlier high. 


Profits in wholesale and retail trade, which make up the 
next largest segment of corporation profits, rose sharply 
in the first two postwar years, fluctuated thereafter through 
1950, then declined almost without interruption until last 
year. A nearly uninterrupted advance in profits of the 
communications and public utility groups can be attributed 
to greatly increased demands for service from both indus- 
trial and residential users. An almost equally steady climb 
in the profits of finance, insurance, and real estate com- 
panies has been associated generally with the wide use of 
credit characteristic of the postwar period. 


Greater efficiency and increased productivity also have 
contributed to growth of corporation profits. During the 
last half of the postwar decade in particular, industry’s 
tremendous activity in adding new and modernizing old 


*First National City Bank of New York, Business and Economic Conditions 
(monthly letter, April 1956), p. 42. 
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plant and equipment has helped to expand sales.? At the 
same time, because of the exuberant demand for goods of 
all kinds, corporations have been able to raise prices and 
add to profits, although the increase in profits is said not 
to be commensurate with the increase in capital investment. 


ROLE OF PROFITS IN FINANCING BUSINESS EXPANSION 


The large profits earned by American corporations in 
recent years have played an important part in financing 
plant expansion. Many companies have been plowing back 
a substantial share of earnings instead of increasing divi- 
dends to the limit. Last year nearly one-half of all cor- 
poration profits after taxes was retained; since World 
War II the proportion has ranged from 38 per cent (in 
1953) to 64 per cent (in 1947 and 1948) and has averaged 
about 52 per cent. In contrast, in the decade from 1936 
through 1945 retained profits averaged only about 32 per 
cent of total profits. 


Conservative dividend policies have been encouraged not 
only by the need of funds to finance expansion but also by 
the prevalence of high individual income tax rates. 


The influential shareholderg of corporations are likely to be in the 
upper tax brackets. If the-corporations had paid out more in divi- 
dends than they did [in the postwar period], much of the money 
would have been claimed by the federal government under the exist- 
ing income tax laws. Corporate managements, by holding profits 
and reinvesting them, have made it possible for shareholders to 
look forward either to capital gains, which are taxed at a lower 
rate than personal income for all but the lowest brackets, or to 
even larger dividends at some future time when personal income 
taxes might be lower.® 


Some corporations have accommodated high-bracket stock- 
holders by declaring stock dividends or splitting stock in- 
stead of increasing regular dividends. 


Payment of dividends in stock instead of cash may be 
desirable for a corporation itself when it needs to save 
money for expansion or other purposes. Capt. E. V. Rick- 
enbacker, board chairman of Eastern Air Lines, announced 
last month, for example, that the company intends to pay 


7 Nearly $125 billion was spent by corporations on plant and equipment from 1951 
through 1955, as against only $81.5 billion in the preceding five-year period. In mid- 
1956 the Federal Reserve Board index of industria] production was more than 40 per 
cent above the average for the years 1947-1949. 


® George Soule, “Business Finances a New Autonomy,” Challenge, January 1955, 
p. 7. 
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a part of its dividends in stock for several years in order 


to “conserve cash for meeting the heavy commitments for 
new aircraft.” 


Tax Load of Corporations In United States 


FEDERAL TAX RATES on corporation income and profits 
have ranged from 1 per cent in the years before World 
War I up to 80 per cent in the last years of World War II. 
Corporation income currently is taxed not only by the 
federal government but also by 34 of the states. By far 
the largest portion of the tax load, however, is that im- 
posed by the federal levy. Revenue from the state taxes 
has amounted in recent years to only about 4 per cent of 
the total paid by corporations. 


Combined federal and state revenues from corporation 
taxes have climbed in the postwar decade from a little 
over $9 billion in 1946 to more than $21.5 billion in 1955. 
The impact on corporation profits is emphasized by the 
fact that, during that period, profits before taxes increased 
by about 90 per cent but profits after taxes by only about 
57 per cent. The tax liability in the second quarter of 
this year was running at an annual rate of $22 billion. 


The original 1 per cent levy on corporation income, 
imposed as an excise in 1909 and as an outright income 
tax after ratification of the 16th Amendment in 1913, was 
retained until the eve of American participation in World 
War I. The rate then was raised to 2 per cent in 1916, 
to 6 per cent in 1917, and to 12 per cent in 1918. In 
1918, corporations were subject also to excess profits taxes 
at rates running up to 65 per cent and to a supplemental 
war profits tax of 80 per cent on income exceeding various 
exemptions and credits. 


During the 1920s and the first half of the 1930s the 
corporation income tax rate varied between 10 per cent 
and 1334 per cent. A graduated tax, at rates running from 
8 per cent to 15 per cent, was introduced in 1936 along with 
a graduated surtax on undistributed profits. In 1938 the 
latter levy was dropped, and graduated normal rates of 


640 





Corporation Profits and Taxes In Prosperity 


121% per cent to 16 per cent were limited to corporations 
with net income up to $25,000; corporations with income 
exceeding $25,000 paid at a flat rate of 19 per cent. 


The corporation income tax, graduated for small con- 
cerns, was assessed during most of World War II at com- 
bined normal and surtax rates ranging from 25 per cent to 
40 per cent and was supplemented by an excess profits tax. 
The excess profits levy brought the maximum combined 
effective rate up to 80 per cent in the years from 1943 
through 1945. After that additional tax was repealed, as 
of Jan. 1, 1946, corporations paid only normal and surtaxes 
at effective rates running from 21 per cent to 38 per cent. 


Three months after the Korean war began in June 1950, 
Congress did away with the system of graduated normal 
rates for small corporations and substituted a single normal 
rate of 23 per cent, applicable to all corporation income, 
and a surtax of 19 per cent applicable to income exceeding 
$25,000. Continuation of hostilities in the Far East made 
it necessary to raise rates eventually to the level now in 
effect—a 30 per cent normal tax and a 22 per cent surtax 
on that part of corporation income exceeding $25,000. 
Differently expressed, the tax amounts to 30 per cent on 
the first $25,000 of corporation income and to 52 per cent 
on income in excess of that amount. From 1951 through 
1953 a 30 per cent excess profits tax also was imposed, 
subject to an effective ceiling rate of 70 per cent on income 
and excess profits taxes combined. 


RELIEF FOR CORPORATIONS UNDER 1954 REVENUE ACT 


When Congress made a sweeping revision of the internal 
revenue code in 1954, it kept the maximum corporation 
income tax rate at 52 per cent but effected other changes 
estimated to give business more than half a billion dollars’ 
worth of tax relief in fiscal 1955 and additional amounts 
in later years. The provision of the 1954 law affording 
business the largest amount of relief had to do with 
methods of computing depreciation allowances.’ 


* Tax relief for individuals in fiscal 1955 was estimated at $827 million, of which 
$204 million was accounted for by the dividend concessions. 


© Other major changes affecting corporations (1) allowed losses to be carried back 
as offsets against taxable income of the preceding two years, instead of one year, and 
carried forward as offsets against income of the subsequent five years; (2) extended 
depletion allowances to additional minerals and increased the allowances in some cases ; 
(3) liberalized treatment of research and development expenses; (4) removed the 2 
per cent surtax on regulated public utilities that file consolidated returns. 


641 





Editorial Research Reports 


Before 1954, depreciation formulas had not been spelled 
out in the law. The so-called straight-line method was the 
one most frequently used. It calls for depreciation of the 
cost of plant or equipment, less salvage value, in equal 
instalments over the years of its useful life." The 1954 
law gave corporations the alternative of using the straight- 
line method or the double-declining-balance or sum-of-the- 
years-digits methods. 


The declining-balance method also calls for a uniform 
rate, which may be double the rate used under the straight- 
line method; in the first year it is applied to the entire 
cost of the property but in subsequent years only to the 
cost less depreciation to date. The depreciation rate thus 
is applied to a steadily declining balance. Under the sum- 
of-the-year-digits formula, the annual depreciation allow- 
ance is computed by applying a different fraction each year 
to the cost of the property less salvage value. The denom- 
inator of the fraction, which remains constant, is the sum 
of the numbers of the successive years in the estimated life 
of the asset; the numerator, which changes, is the number 
of years remaining in the useful life of the asset. 


Use of the straight-line method permits one-half the 
cost of an asset to be written off during the first half of 
its useful life. Under the declining-balance formula two- 
thirds of the cost may be recovered during the first half of 
the useful life; by means of the sum-of-the-years-digits 
method, almost three-fourths. The straight-line method 
may be used in computing depreciation on either new or 
used property, but use of the other formulas is limited to 
new property. 


Proponents of the more liberal depreciation methods 
maintain that, by permitting quick recovery of most of an 
asset’s cost and thereby reducing business risks, capital 
investment is encouraged. Accelerated depreciation methods 
are asserted to be of particular advantage to new and 
smal] businesses because they keep tax payments down in 
the first years after depreciable property is acquired. 
Others contend that the influence of accelerated deprecia- 
tion in stimulating investment is exaggerated, and that 
small or new companies are apt to derive little benefit 

1 Neither the 1954 law nor its accompanying regulations specify the length of a 


“useful life.” An Internal Revenue Service bulletin lists suggested ‘‘useful lives” for 
a large variety of assets, but the suggestions are not binding on the taxpayer. 
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because they usually do not have sufficient income to absorb 
the increased depreciation allowances in the early years 
of an asset’s life. 
CORPORATION TAXES AS SOURCE OF FEDERAL REVENUE 

Since World War II, the corporation income tax has been 
the second most important source of federal revenue, its 
yield exceeded only by that of the personal income tax. The 
corporation tax has contributed between one-sixth and one- 
half of all federal revenues over the whole period since 


1913. Currently it accounts for about one-third of total 
federal budget receipts. 


Because business profits are highly volatile, some tax 
experts have suggested that the federal government may 
be placing too much reliance on the corporation income 
tax as a revenue producer. “It is appropriate to ask,” E. 
Gordon Keith of the Wharton School of Finance and Com- 
merce told a Joint Economic subcommittee last December, 
“whether we are attempting to secure too large a part of 
our total tax receipts from this particular levy, and whether 
some de-emphasis of the corporation tax might not make 
it easier for us to achieve a stable economic growth.” The 
present degree of reliance on tax receipts from large cor- 
porations was illustrated by a recent survey which showed 
that last year a dozen big companies paid close to 20 per 
cent of the total revenue produced by the federal corpora- 
tion tax.!? 


Corporation Taxes and Small Business Aid 


TO JUDGE from pledges incorporated in both the Demo- 
cratic and the Republican platforms, the little fellow will 
have preference in any changes made in taxes next winter 
or spring. The Democrats say they will give “first con- 
sideration to small independent business and the small 
individual taxpayer”; the Republicans promise, “in so far 
as consistent with a balanced budget,” to initiate ‘‘a sound 


12°12 Firms That Pay 4 Billions,” U.S. News & World Report, Mar. 23, 1956, pp. 
130-133. The corporations in descending order of tax liability were General Motors, 
American Telephone & Telegraph, Ford Motor, Standard Oil (N.J.), Du Pont, U.S. 
Steel, General Electric, Bethlehem Steel, Union Carbide & Carbon, Kennecott Copper, 
Chrysler, and Eastman Kodak. 


643 








Editorial Research Reports 


policy of tax reductions which will encourage small and 
independent business to modernize and progress.” 


INEQUITIES IN FEDERAL TAXATION OF SMALL CONCERNS 


Before the national nominating conventions were held, 
administration and opposition spokesmen alike had agreed 
that federal taxes impose a particularly heavy burden on 
small companies. A cabinet committee on small business, 
headed by Chairman Arthur F. Burns of the President’s 
Council of Economic Advisers, said in a report on Aug. 9 
that the “enormous increase” in federal taxation in the 
past quarter of a century had been “especially severe on 
small businesses.” '* Chairman John J. Sparkman (D-Ala.) 
of the Senate Small Business Committee had noted six 
weeks earlier that the problem of taxes, particularly cor- 
porate income taxes, was “by far the most common problem 
brought to the committee by small businessmen from all 
over the country.” 


The present corporation income tax has been criticized 
as throwing a disproportionately heavy burden on new and 
small enterprises; it is said to make no adequate distinc- 
tion between the taxpaying abilities of such companies and 
of their larger and older competitors. It has been asserted 
that the 30 per cent normal tax leaves a company whose 
net income is less than $25,000 with insufficient funds to 
generate increased earnings. There is the further conten- 
tion that the 22 per cent surtax severely limits the growth 
potential of a company whose earnings are between $25,000 
and $50,000 or $100,000. In the opinion of one economist, 
“Maintaining this rate means that you are going to have 
larger and larger corporate units at the expense of smaller 
units.” 14 


Sen. J. William Fulbright, who introduced bills last 
spring to lower tax rates for the benefit of small business, 
has given several examples of what he terms “big business 
bias” in the present law. He said in the Senate on Mar. 15 
that, unlike large companies, which usually are able to 
shift a part of their taxes to consumers in the form of 





18 Other members of the committee, appointed May 31, 1956, are Secretary of De- 
fense Charles E. Wilson, Secretary of Commerce Sinclair Weeks, Secretary of Labor 
James P. Mitchell, Director of Defense Mobilization Arthur S. Flemming, Housing 
and Home Finance Administrator Albert M. Cole, and Small Business Administrator 
Wendell B. Barnes. 


Dexter M. Keezer, director of the economics department, McGraw-Hill Publishing 
Co., testifying before a subcommittee of the Joint Economic Committee, Dec. 5, 1965. 
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higher prices, small corporations can “rarely set prices to 
absorb taxes.” He maintained that small business was 
additionally handicapped by restriction of accelerated de- 
preciation to new machinery, because small companies pur- 
chase mainly used equipment. 


Fulbright directed attention also to the fact that diffi- 
culties experienced by small corporations in obtaining 
equity capital from stock issues or borrowings made them 
“much more dependent on retained earnings than... 
larger corporations.” ‘“‘Hence,” he concluded, “unless its 
profits are greater, or its tax burden is less, the small 
company finds itself in a position of relative weakness 
compared to large companies with which it must often 
compete.” 


Evidence that profits of small manufacturing firms have 
been falling while those of large companies have been 
rising was offered to the House in mid-May by Rep. Patman. 
He cited statistics, drawn from Federal Trade Commis- 
sion-Securities and Exchange Commission financial reports 
for manufacturing corporations, showing that profits after 
taxes of companies with assets of less than $250,000 


dropped from 9.3 per cent of equity capital in 1952 to only 
2.2 per cent in 1955. This was in sharp contrast to the 
experience of corporations with assets of more than $100 
million, whose equity return rose from 11.8 per cent in 
1952 to 14.6 per cent in 1955. 


CABINET COMMITTEE’S TAX RELIEF RECOMMENDATIONS 


The cabinet committee on small business, submitting an 
initial progress report early in August, made recommen- 
dations in five broad fields—taxation, procurement, finan- 
cing and technical aid, competition, and paperwork. Head- 
ing the list was a proposal to reduce the normal tax on 
the first $25,000 of corporation income from 30 per cent 
to 20 per cent; existing rates on income in excess of that 
figure would be left unchanged. 


Benefits of such a reduction, the committee said, would 
be “concentrated progressively upon corporations with the 
smallest net incomes.” It noted that although taxes on all 
corporations should be lowered “in time,” the proposed 
cut would “substantially reduce the taxes on small corpora- 
tions, which constitute the great majority.” The group’s 
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report concluded: “It would help the smaller firms to retain 
earnings for financing expansion, . . . give them some 
advantage in pricing, . . . [and] generally encourage the 
formation of new businesses.” 


The committee recommended also that corporations be 
allowed to write off purchases of used property under the 
accelerated depreciation formulas, currently applicable only 
to new assets. Not more than $50,000 worth of used prop- 
erty would be eligible for such treatment in one year. 
Extending the “privilege of accelerated depreciation deduc- 
tions to limited purchases of used property,” the com- 
mittee said, would benefit small and new business because 
they “must often begin operations by buying an old build- 
ing, used machinery, or used display equipment.” ' 


The cabinet group estimated losses of revenue from the 
above and other tax proposals at about $600 million the 
first year, around $740 million the second year, and “at 
somewhat reduced figures in later years.” It doubted that 
there would be any actual loss to the Treasury in the long 
run because some of the proposals involved merely a 
deferral of taxes and all of them would “tend to enlarge 
the national income, which is the ultimate source of all 
tax revenues.” 


It has been reported that the Treasury Department, 
although consulted by the committee, did not endorse its 
recommendations. Earlier in the year, Secretary of the 
Treasury Humphrey opposed other suggestions for reduc- 
ing corporation taxes. However, President Eisenhower 
wrote Chairman Burns on Aug. 9 that he would give the 
committee’s recommendations “favorable consideration” in 
drawing up the legislative program for the new Congress. 


OTHER PROPOSALS TO EASE TAXES ON LITTLE BUSINESS 


Suggestions for lifting part of the tax burden on new 
and small businesses advanced by students of taxation 
include exemption of the first $25,000 of income of new 
companies from both normal and surtax for a limited num- 
ber of years, changes in normal or surtax rates, and utili- 
zation of a graduated rate structure. Several measures to 
graduate taxes on corporation income were introduced in 
Congress at the 1956 session. A bill sponsored by Rep. 


% Another recommendation was to grant corporations with ten or fewer stockholders 
the option of being taxed as if they were partnerships. 
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Patman would have reduced the normal corporation rate 
from 30 per cent to 22 per cent, raised the surtax exemp- 
tion from $25,000 to $100,000, and substituted for the 
present 22 per cent surtax a schedule of progressively 
increasing surtaxes. On corporation incomes of $50 million, 
the combined normal and surtax would still have been 
assessed at 52 per cent, but on incomes of more than $50 
million the rates would have been higher. Patman said 
the result would be that “all smaller corporations would 
pay less taxes, and all larger corporations would pay 
more taxes, ... [but] federal revenues . . . [would not] 
be decreased or increased.” 


Sen. Sparkman offered a bill last summer to replace the 
present normal and surtax rates with graduated rates 
ranging from 5 per cent on taxable corporation incomes 
of $5,000 to nearly 55 per cent on incomes of $10 million. 
He told the Senate on June 28 that corporations with 
incomes up to $375,000 would benefit, and he pointed out 
that companies in that category constituted nearly 98 per 
cent of all corporations. He estimated that his bill would 
increase federal revenues by $45 million a year. 


Sen. Fulbright, joined by a dozen senators from both 
political parties, sponsored two bills to ease the tax burden 
on small business, not by introducing graduated rates but 
by modifying present normal and surtax rates. One meas- 
ure proposed to switch existing normal and surtax rates 
and make the normal tax 22 per cent and the surtax 30 
per cent. The other bill also would have applied a 22 
per cent normal tax on corporation income but would have 
raised the surtax to 31 per cent. 


The first Fulbright plan would give some relief, ranging 
from less than 1 per cent to nearly 27 per cent, to all 
corporations, large and small; the second would reduce 
taxes for companies earning less than $225,000 and in- 
crease taxes for those earning more than that amount. 
Fulbright said the first proposal would mean a revenue 
loss estimated at between $300 million and $400 million, 
and the second a revenue gain of about $20 million. The 
Fulbright plans attracted more attention than any of the 
others offered at the 1956 session and seem likely to be 


the basis of any revision of corporation taxes undertaken 
when Congress reconvenes. 
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